This paper examines the relationship of financial liberalization and stock markets integration among ASEAN-5 (Note 1) stock markets: Indonesia, Malaysia, the Philippines, Singapore and Thailand. Three sample periods are covered based on the progress of financial liberalization. By using Johansen and Juselius multivariate cointegration procedures, Granger-causality tests and variances decomposition analysis, the results indicate no long-run relationship during Singapore stock market liberalization in the first period. However, long-run relationship established between ASEAN-5 stock markets in the second period when Thailand, Malaysia and Indonesia have liberalized their stock markets and the third period following the Philippines liberalization. The long run integration relationships and the short-run causality relationships among ASEAN-5 markets have both increased after the financial liberalization. Thailand, Malaysia, Indonesia and the Philippines markets have received increased influences from other stock markets in the progress of financial liberalization whereas Singapore remains unaffected by the others. Stock markets that liberalize earlier will have greater influence on other stock markets.
Introduction
The study of market integration holds important implications for the theory of financial economics in the degree to which markets are integrated determines the benefits from diversification of investment portfolios. Recent years have seen considerable attention devoted to the analysis of linkages among stock markets in different countries. After the stock market crash in October 1987, there was a considerable interest in investigations of the linkages between stock markets. A decade later, the financial crisis of 1997 in Asian markets has renewed this interest. This issue is an important concern for investors because greater integration among stock markets implies that reducing the opportunities for international diversification. Interest in this topic has also been enhanced by the liberalization of financial markets, progressive relaxation of controls on international capital movements and the increasing importance of cross-border equity flows. (Note 1) Equity market liberalization could have a favorable impact on the country economy in many aspects. Several empirical studies have shown that liberalization has had a positive effect on developing economies via the decreased cost of equity, increased returns, increased private physical investment and the growth of economics. (Note 2) Stock market liberalization, if effective, will lead to important changes in both the financial and real sectors as the countries stock markets become integrated into world stock markets. The existence and absence of integration and interdependencies involves several important issues, including the benefits to portfolio diversification and development of the policy frameworks. Traditionally investors have considered only developed markets in their international diversification strategy. These markets have been in operation for a long time and most international performance benchmarks included only developed markets. However, investor interest in emerging markets appears to have increased significantly over the last few years. As noted by Kawakatsu and Morey (1999) , the result of the financial liberalization had been quite dramatic as in 1985, the flow of foreign portfolio investment into emerging markets was only US$138 million. However, by 1993, the Dow had increased to a remarkable US$45 billion. The study of Shawky et al. (1997) also mentioned that the net foreign capital flow to emerging equity markets in 1993 was around $37 billion. The foreign inflow of capital also helped spark a boom in emerging markets stock prices, as studied by Henry (2000a) , the real dollar price of all emerging market equity increased by more than 300% from December 1984 to December 1994.
The ASEAN countries that from the most to the least developed, have been working diligently to enhance the efficiency, strength and depth of their financial systems. One of those significant developments occurred in these ASEAN economies is the implementations of deregulation and liberalization of financial market in the region. Development of the financial sector has been a salient policy goal for most ASEAN member since the mid-1980s. In the latter half of 1980s and early years of 1990s, most of the governments of ASEAN have gradually liberalized their stock markets. (Note 3) Stock market liberalization is a decision by a country's government to allow foreigners to purchase shares in that country's stock market. It gives foreign investors the opportunity to invest in domestic equity securities and domestic investors the right to transact in foreign equity securities.
The five ASEAN stock markets namely Indonesia, Malaysia, the Philippines, Singapore and Thailand are the countries originally included in the Association of South East Asian Nations (ASEAN) when the Bangkok Declaration was signed on 8 August 1967. These ASEAN countries have been trying to diversify their heavy reliance on the banking sector in favor of other financial intermediation vehicles including stock and fixed-income markets. Importantly, it limits the way in which a financial system can price risk efficiently. Hence, while one would always expect the banking sector to assume a key financial intermediary role in the ASEAN countries, and fostering its health should be a perpetual priority, the development of alternative markets could be extremely important for the long-run growth and development of the financial sector, as well as the entire economy. Therefore, greater emphasis by ASEAN on the development of stock and bond markets is not only appropriate but also essential.
The spectacle of price collapses around the world during the October 1987 stock market crash provided an early warning to the country about the risk elements embedded in those integrated financial markets. In the 1997, East Asian financial and currency crisis further demonstrated how powerless a group of integrated economies could become in the midst of financial market meltdowns and the degree of market integration among some of these countries had become sufficiently high to facilitate the worst contagion of financial crisis. Rather than looking through a global perspective, this study will just focus on the five major ASEAN stock markets.
There also exists little empirical evidence concerning the factor that causes short and long-term market linkages among ASEAN countries. This is an important omission since notions of stock markets integration have obvious implications for comovements between stock markets. Many international studies concerned with market linkages are relatively commonplace. Example the studies of Masih and Masih (1997a ,b, 1999 , 2001a ,b, 2002 , , Leong and Felmingham (2001) , Ravazzolo (2002, 2005) , Drew and Chong (2002) and Bekaert, Harvey and Ng (2003) are subject to increasing attention, but few studies have adopted an exclusively ASEAN perspective. No study to date has examined stock market linkages across the broad spectrum of ASEAN-5 member stock markets that take into account of the factor of financial liberalization. An investigation of the factors that influence the dynamic linkages and relationship among the stock markets are needed to provide a better grasp of the functioning of the stock markets to the investor and policy makers. This paper attempts to examine the factor of financial liberalization that becomes one of the factors causing the stock markets integration.
For most emerging markets, liberalization is an essential policy tool that attracts much needed foreign capital for investment purposes. Financial literature has presented a strong emphasis on the integration on stock markets with the interest increased considerably following the abolition of foreign exchange controls, the introduction of innovative financial products, such as Country Funds and American Depository Receipts, which have created more opportunities for global international investments. Thus, this implies that financial liberalization has contributed to the stock markets integration. However, studies from Phylaktis and Ravazzolo (2005) examined the effect of stock market liberalization on financial linkages among seven Asian capital markets (Japan, Hong Kong, South Korea, Malaysia, Singapore, Taiwan and Thailand) and the U.S. over two sub-periods: the 1980-1989 pre-liberalization period and the 1990-1998 post-liberalization period. The results show that all the stock markets are not linked together for both the 80s and the 90s periods and that the U.S plays a small role while Japan's role is more significant. Similar results were found for the open markets of Hong Kong and Malaysia for the 80s. This evidence suggests that the relaxation of foreign exchange restrictions is not sufficient to attract international investors' attention and strengthen international market interrelations. Related findings from Bekaert and Harvey (2000) , they point out liberalization may not be enough to induce foreign investors to actually invest in the country.
This study aims to investigate whether the process of financial liberalization has contributed to the stock market integration in the context of ASEAN-5: Indonesia, Malaysia, the Philippines, Singapore and Thailand, whereby these countries have a different economic and financial structure and political background. If these ASEAN-5 stock markets are independent then investors can diversify their portfolio in these different stock markets. On the other hand, the authorities in the region need not worry about any contagious effects if one market experiences any turmoil. As highlighted by Shawky et al. (1997) portfolio diversification is always a reasonable method of reducing the risk of an investment portfolio without negatively affecting its return expectations.
Data and Methodology

Data
This paper examines the relationship between emerging stock markets in five ASEAN countries, namely Indonesia (Jakarta S.E. Composite), Malaysia (Kuala Lumpur Composite), the Philippines (S.E. Composite), Singapore (Straits Times Index) and Thailand (Bangkok S.E.T.). The daily closing values, denominated in home-country currencies and the data set is obtained from Kuala Lumpur Stock Exchange (KLSE). All the series are transformed into natural logarithm form. The full sample period covering the period of 2/01/1986 to 30/06/1997 is further divided into three sub-periods. First sub-period covers from 2/01/1986 to 31/08/1987. In this period only Singapore has liberalized it stock market and there is a need to investigate whether Singapore was the earliest country that liberalized it stock market and can it lead to the ASEAN-5 stock market being cointegrated. The second sub-period starts from 1/09/1987 to 30/06/1991, this period include three countries, which is Thailand, Malaysia and Indonesia that have liberalized their stock markets. It needs to investigate whether more countries liberalizing their stock markets can leads to the ASEAN-5 stock markets being more cointegrated. The last sub-period covers from 1/07/1991 to 30/06/1997, when the Philippines liberalized it stock market in ASEAN-5. In this period, all ASEAN-5 stock markets are liberalized and employed the data before the 1997 Asian crisis to avoid the critical period. It's more important within the scope of this paper to investigate the stock market reactions on whether financial liberalization can contribute to the stock market being more integrated compared with the first and second periods.
Methodology
This study has employed the unit root test to determine whether data series are stationary. The Johansen and Juselius (1990) multivariate cointegration technique that uses maximum likelihood procedures is employed to determine the number of cointegration vectors among a vector of time series. Cointegration test is test to determine whether a linear combination of the variables under consideration is stationary and optimal lag has to be selected by using Akaida Information Criterion (AIC). Given that the variables are integrated to the order one, a causal long-term relationship might be present among these non-stationary variables. In order to examine the short-run relationships, Granger (1969) causality tests are specified. Essentially tests of the prediction ability of time series models, an index causes another index in the Granger sense if past values of the first index explain the second, but past values of the second index do not explain the first. Finally an unrestricted vector autoregressive (VAR) variance decomposition test will be conducted. The objective is to analyze the degree to which a change in one country's stock price exerts an influence on a change in other countries' stock price series. The variance decomposition test will show the proportion of the movements in the stock index that is due to its own shocks versus those originating from other markets.
Empirical Results
Augmented Dicker Fuller (ADF) tests of the null hypothesis of nonstationarity are performed on each of the ASEAN-5 stock prices indices in level and first-differenced forms for the three sub-periods. Analysis of the levels series indicates non-stationarity for all markets at 0.01 levels. However, all of the ADF test statistics are significant at the 0.01 levels in first differenced form, indicating stationarity and showed that the indices with differences sub sample periods are integrated at the same order of one or I (1).
Johansen and Juselius' procedure (1990) multiple cointegration vectors are used to examine whether the ASEAN-5 stock price indices are cointegrated and also to obtain the cointegration rank. The tests provide different finding on the cointegrating relationships over each sub-periods. The trace test statistics indicated that the order of cointegration is 1 during first and second periods whereas the order of integration of two happens in the last period. In terms of linkages of long-run nature, the results suggest that the stock market indices are bonded together by long-run relationships in the second and third period but not in the first period. Therefore, financial liberalization contributed to the stock markets integration is significant established.
The Granger causality test result depicted in Figure 3. 1. In the first period, the causal relationships are running from Thailand to Indonesia market, Singapore to Malaysia and Thailand to the Philippines. Thailand seems as a leader whereby it affected two countries, Indonesia and Philippines. No feedback is found among ASEAN-5 and they're just a few causality relationships only. The result offer some evidence that the earliest country liberalized their stock markets countries (Singapore) and the country that start to liberalizing their stock market (Thailand) tend to lead the market that haven't liberalized their stock market yet. During the second period, Singapore is found causal the Malaysia and Thailand markets and affected by Malaysia and the Philippines. There is two-way causal relationship found in Singapore and Malaysia markets. On the other hand, the Philippines are leading the Singapore and Malaysia markets. (Note 4) Thailand does not causal any other countries and it effected by Singapore only. Surprisingly, other markets do not affect the Indonesia and the Philippines market in this period. Indonesia does not being led by other countries in the second period. The disappearance of its causal links with other markets could be it is the last country that liberalized it stock market in the second period. In the third period witnesses some changes to the causality relationship. The causation from Philippines to Singapore and Malaysia not longer exist. The Philippines does not affected any others market, however it affected by Singapore market. In this period, Indonesia market is affects by the Malaysia market and Thailand market. There are two-way causal relationships between Indonesia and Thailand markets. Malaysia market and the Philippines market are found causal by Singapore market only. However, Singapore is not causal by other markets and it became a leader to Malaysia, Thailand and Philippines markets.
For both three periods of the financial liberalization progress, it can be observed that the linkages have increased after all ASEAN-5 countries liberalized their stock markets. It is also found that the earliest country that liberalized their stock markets (Singapore) has an increased affected on those stock markets that were not liberalized yet (i.e. Malaysia, Thailand, the Philippines). This implies an increase in integration among ASEAN-5 stocks markets after the financial liberalization on stock markets. Thus, provide a significance of this paper is whereby the integration of the ASEAN-5 will limit the benefits of portfolio diversification by investors in this region. (See Figure 1) Insert Figure 1 Here
Variance Decomposition Analysis
The variance decomposition for 5, 10, 15, 20, 25 and 30 days forecasts error variances of the ASEAN-5 member stock markets for the three sub-periods are reported in Table 3 .1. The entries in the table are the percentages of return forecast error variance of a market that can be explained by random innovations of its own market as well as those of the other markets.
For Singapore market, the average 94.406% is explained by its own forecast error variances, whereas average 0.080% variance is explained by Thailand market, 0.052% (Malaysia), 0.091% (Indonesia) and 5.370% (Philippines) in the first period. The average variance explained by other countries falls from 5.594% to 4.182%, mainly due to the decreased influence in the Philippines market. The Singapore market in the third period, averaging of 99.530% is explained by its own forecast error variances. In the context of Thailand market, Singapore explained an average 10.118% of the variance to Thailand market in the first period and increased to average 42.703% the second period. Singapore is the most influence in the Thailand market and this consistent with the causation relationship. However, the total external influences from Singapore decreased to 17.337% in the third period. Malaysia, Indonesia and the Philippines face the decreased influences on the Thailand market. Malaysia market explains only average 40.185% of its own forecast error variances, whereas an average 55.595% of variance is explained by the Singapore market in the first period. In the second period, Singapore explains a major portion of its variance with average of 74.866% to Malaysia market. However, the external influences from Singapore grew weakly in the third period, but still explained a highly forecast of error variance about 47.214% to Malaysia market. For Indonesia market, Thailand explained an average of 4.888% of the variance in Indonesia market in the first period. In the second period, the external influence decreased to 1.061% thus this is similar with the causality result which Indonesia does not have any linkages with the other four markets. The average of 98.939% was explained by it own forecast error variances. However, in the third period, the average 21.945% out of 27.399% of its forecast variances are explained by the Singapore market mainly due to the Singapore effect having grown stronger from average 0.462% to 21.945%. In the Philippines market, Thailand market explains a major portion of its variance to the Philippines market, which is 8.250% in the first period. In the second period, the total influence to the Philippines market increased from 13.318% to 16.731% mainly due to increased influences by Singapore market. Surprisingly, the external influences have increased from 16.731% to 25.014% after the financial liberalization, mainly due to the influence of Singapore.
The results show that the variation in Singapore is greatly explanative by itself for the three periods while Thailand, Malaysia, Indonesia and the Philippines were explained by the other stock markets. Thailand, Malaysia and the Philippines received increased influences from external factors and Singapore, Indonesia are received decrease influence in the second period. For the third period, the evidence of increasing influence from external factors is from the stock market of Indonesia and the Philippines. On the other hand, Singapore and Thailand and Malaysia faced a decrease after all ASEAN-5 stock market had liberalized. But, it still shows that the Malaysia market is still highly explained by the Singapore market with the average of 47.214%. Generally, Singapore market showed a continue decrease the external factors that explained it market after the liberalization. Meanwhile, only the Philippines stock market is showing a continued increase the external factor, followed by the progress of financial liberalization in the three periods. Malaysia market is the most 'endogenous' market, which highly explained by Singapore market for the three periods. All the results give evidence that the integration of ASEAN-5 stock markets grow stronger after the financial liberalization in stock markets. It is found that those countries that liberalized their stock market later (Indonesia and the Philippines) are greatly receiving increasing influences from those earlier liberalized markets (Singapore and Thailand and Malaysia.). (See Table 1) Insert Table 1 Here
Conclusion
The findings show that after all the ASEAN-5 financial liberalization, Singapore is not causal by other markets and it became a leader that mainly affected to Malaysia, Thailand and Philippines markets. The variation in Singapore has greatly explanative by itself for the three periods while Thailand, Malaysia, Indonesia and the Philippines was explained by other stock markets. These results are supported by Roca et al. (1998) that Singapore market is the dominant in influencing the other four stock markets.
It is interesting to note that Thailand, Malaysia and the Philippines receive increased influences from external factors. The major external factors come from the stock markets of Indonesia and the Philippines. Malaysia market is the most 'endogenous' market, which highly explained by Singapore market for the three periods. More interestingly, those countries that liberalized their stock market later (Indonesia and the Philippines) are greatly receiving increasing influences from those earlier liberalized markets (Singapore and Thailand and Malaysia). The results are in line with the study by Yang and Siregar (2001) , suggest clearly that the financial liberalizations have enhanced interaction and integration between the stock markets in the Asia-Pacific region.
In summary, ASEAN-5 stock markets become more integrated after the financial liberalization in the long run perspective. The ASEAN-5 stock markets share a common trend that implies the markets move together and driven by common shocks, which have a permanent effect, providing limited long-term gains to international diversification. From the view of investor, market integration will reduce the scope for diversification possibilities. The benefits of any diversification are limited within the region. Therefore, investors with long run horizons may not benefit from an investment made across the countries in this ASEAN region.
Further research is suggested to take others factor into consideration such as the ASEAN economic cooperation and the advanced of Information technology to compare the main influences that bring to the linkages of ASEAN stock markets. The financial liberalization leads to the increasing in ASEAN-5 stock market integration raises the fundamental questions: Does the financial liberalization bring the advantages to the ASEAN-5 stock markets? This is important for the investor to well allocate their investment in to a good portfolio diversification. This paper shows the evidence of financial liberalization will cause the stock market becomes more integrated in the long run. Thus, this will limit the participation of the foreign investors whereby they will looking ASEAN-5 countries in a group that the stock markets are not be the choice for the portfolio diversification. Therefore, the future research is warranted to shed more light on whether the ASEAN-5 market stock prices have become more efficient after the financial liberalization. 
